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ekieral Business Conditions 


HE good and bad elements in the busi- 

ness news have continued roughly in 

balance in recent weeks, and the over- 

all measures of activity have moved 

broadly sideways. The unfavorable as- 
pect of the industrial situation is that by latest 
reports new orders are continuing to run below 
shipments, as they have done since late 1959. 
Declining unfilled orders suggest that industrial 
activity during the summer may be lower rather 
than higher, and this suggestion is reinforced by 
the curtailment in automobile output needed to 
clear the heavy dealer stocks of 1960 models. 
Thus, few observers expect an early or general 
forward movement. 


On the other hand, it seems clear that the de- 
cline in backlogs is traceable mainly, if not wholly, 
to a drop in forward buying for the purpose of 
checking or reversing inventory buildup. Plainly, 
substantial progress has been made toward bring- 
ing production into balance with consumption. In 
some lines, as steel and appliances, production 
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curtailment was the answer—fortunately achieved 
without marked spiraling effects. In other cases, 
steady or rising consumption has kept markets in 
order. Final consumption of goods and services is 
well sustained. To be sure, aggregate retail sales 
in May were lower than in April, after seasonal 
adjustment. However, the April figures set all- 
time highs by a good margin, and the May dip 
may have no lasting significance. More to the 
point may be the unchecked rise in personal in- 
come, which has touched new peaks in each 
month this year, and in May was on the threshold 
of a $400 billion seasonally adjusted annual rate. 


Crosscurrents in the Economy 

Total civilian employment in May at 67,200,000 
was higher than in any previous May, up 1,200,- 
000 from a year earlier. This record has been 
reached despite the fact that manufacturing em- 
ployment is actually less than it was three years 
ago during the high months of the 1954-57 up- 
swing. In fact, the 16,300,000 persons working 
in manufacturing in May was a slightly smaller 
number than before the steel strike last July. 
Few people stop to realize how much employ- 
ment in manufacturing has shrunk as a proportion 
of the working labor force — to less than one out 
of four. This is a result of technological progress, 
freeing manpower for other areas such as services, 
trade, and government. 


The sustained growth of employment and in- 
come outside the manufacturing sector has been 
the chief reason why consumer demand has held 
up so well while steel and other industries were 
going through an adjustment. The economy also 
has the support of better export trade and of 
moderately rising plant and equipment expendi- 
tures. Official surveys show that businessmen 
are adhering closely to the capital spending plans 
reported three months earlier. Preliminary es- 
timates place second quarter outlays at a season- 
ally adjusted annual rate of $37 billion, up 5 per 
cent from the first quarter. 
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These figures are encouraging when weighed 
against the fear that failure of sales and profits 
to come up to earlier expectations might cause 
curtailment in investment programs. Neverthe- 
less, little additional buoyancy can be expected to 
appear from this direction. For the second half of 
this year, only a slight additional increase in plant 
and equipment expenditures is forecast. 

In this mixed picture, there is little indication 
of either new dynamic factors to push business 
ahead or any real weakness likely to push it 
down. Partly because of ordinary seasonal influ- 
ences and partly because of the desire to check 
inventory accumulation, the summer promises to 
be a testing period. The strong point is the high 
level of consumption. Nonmanufacturing activi- 
ties, such as recreation and vacation travel, 
promise to be an expansive force. 


Adjustments in Production 

Industrial activity picked up a point in May 
and probably did not change much in June. The 
Federal Reserve index of industrial production 
(seasonally adjusted, 1957 = 100) was put at 
110, between the March-April low of 109 and the 
January peak of 111. The over-all stability of the 
total index since last December has concedled a 
variety of largely offsetting movements among 
the individual industries. As orders fell short of 
expectations, output was adjusted at different 
times for different products. In a number of lines, 
including automobiles, apparel, and television, 
output has been on an upgrade from lows earlier 
this year. 

Of all the major manufacturing industries for 
which May indexes were published, only one — 
iron and steel — registered a decline from April. 
Other industries reported production steady or 
slightly higher. Output of finished goods was at a 
new record in May, with both consumer goods 
and business capital equipment achieving new 
peaks. In mining, coal and crude oil production 
was down in May; but utilities maintained output 
close to the March peak. 


With the summer doldrums ahead, recovery 
in production is unlikely to gather much momen- 
tum. The steel industry cannot be expected to 
change its course until orders pick up much more 
than they have to date. In June, the decline in 
steel production slowed, but mill operations were 
down to about 62 per cent of capacity, compared 
with 70 per cent in May and 95 per cent in Janu- 
ary. With the development of a buyers’ market, 
scattered concessions and reduced extra charges 
for steel have appeared, mainly in warehouse 
prices, but also at the mill for such items as light- 
gauge tinplate. Industry officials, however, re- 


main optimistic that steel demand will pick up 
by late summer. 


Prospects for Homebuilding 

One industry that promises to be something 
more than a supporting factor in the economy for 
the second half is homebuilding. Bond yields 
have declined, with the result that mortgages 
look more attractive to institutional investors. 
With financing more readily available, home- 
building activity will be helped. 

Housing starts in the early months of 1960 
have actually lagged further behind last year’s 
pace than was previously believed, according to 
improved statistics on new dwelling units started, 
released by the Census Bureau. The new figures 
show that, through April, builders had started 
21 per cent fewer private nonfarm homes than a 
year earlier; the old housing starts series had 
indicated a drop of 18 per cent. 


The new data also indicate that homebuilding 
has been on a bigger scale than appeared from 
the less accurate and less comprehensive figures 
published earlier. The revision, which has been 
carried back only as far as January 1959, shows 
that a total of 1,553,100 new dwellings were 
started last year. Excluding public housing and 
farm homes, builders started 1,494,500 units, or 
11 per cent more than in earlier estimates. This 
year private nonfarm home starts through April 
were shown to be running at a seasonally ad- 
justed annual rate of 1,229,000 units, 7 per cent 
higher than indicated by the old methods. 

This revised picture of homebuilding on a 
higher plane occasioned little surprise among 
seasoned observers. It had been foreshadowed 
by the Census Bureau’s 1956 National Housing 
Inventory, which showed that the actual number 
of nonfarm homes built between 1950 and 1956 
averaged about 1.5 million a year compared 
to 1.2 million a year indicated by the figures then 
compiled by the Bureau of Labor Statistics. 
Homebuilding, in other words, was about 25 per 
cent higher than reported in that period. Thus, 
advocates of enlarged federal programs to stimu- 
late home construction will have some refiguring 
to do on calculated housing shortage. What- 
ever the calculated shortage, the fact seems now 
firmly established that, by any measure, home- 
building never has had such a boom as over the 
past fifteen years. 


Easing of Credit Policy 


A turn to a less restrictive credit policy was 
confirmed by reductions in Federal Reserve Bank 
discount rates, from 4 to 3% per cent, during the 
first half of June. Speculation over possible dis- 
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count rate cuts had begun as early as March, in 
the background of falling open market money 
rates. Although there is no fixed rule about the 
matter, the Federal Reserve authorities ordinar- 
ily do not let their discount rates stay for long 
very far away from yields on 91-day Treasury 
bills. Yields on new issues of the 91-day bills, 
moving erratically from week to week, fell from 
an average of 4.44 per cent in January to 3.44 
per cent in March and on down to 3.24 per cent 
in April. Responding to the failure of the Summit 
Conference and inaction on discount rate, aver- 
age bill yields firmed to 3.39 per cent in May 
before retreating further, to about 2% per cent 
in June, with help from increased Federal Re- 
serve purchases designed to relieve pressures on 


the banks. 


The June discount rate cuts were taken against 
the background of prospering — but assuredly 
not booming — business. The President's pro- 
posal for a $4 billion budget surplus in the fiscal 
year beginning July 1, in company with the re- 
strictive credit policy draining funds out of the 
banks, had taken the starch out of inflationary 
psychology. While consumer prices have pushed 
ahead to a new peak, under the influence of 
rising food costs, other prices broadly have held 
stable. Markets for manufactured goods are 
keenly competitive, and business resistance to 
wage-price spiraling, as evidenced by the steel 
strike and settlement, has strengthened. While 
many employers have continued to experience 
shortages of qualified personnel, unemployment 
statistics indicate some over-all slack of man- 
power. In short, credit policy was deemed un- 
necessarily restrictive. Tightened federal] expendi- 
ture policy, so far as the President’s budget plan 
is carried out, is assuming more of the burden of 
restraining inflationary tendencies, permitting 
greater access to credit by other borrowers. 


Opposite Action in Europe 

On June 8, the date that the first cuts in 
Federal Reserve Bank discount rates became 
effective, the West German Bundesbank raised 
its discount rate from 4 to 5 per cent. On June 
28, the discount rate of the Bank of England 
was raised from 5 to 6 per cent. These two 
moves are illustrative of differences between our 
situation and that in Western Europe where busi- 
ness generally is booming and government defi- 
cits are requiring tighter money policies and 
higher interest rates to hold back inflationary 
tendencies. 

The German labor market reportedly is tighter 
than at any other time during the past 15 years; 
in April unemployment was below 1 per cent 
of the labor force and there were twice as many 
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vacancies as people looking for jobs. Wage ne- 
gotiations between the beginning of April and 
the beginning of June led to wage boosts of 7 
per cent on the average in industries employing 
one third of the country’s labor force. The orders 
reaching capital goods industries, according to 
the Bundesbank, exceed “more than ever the 
possibilities of delivery.” Wholesale prices of 
manufactured consumer goods rose by 4 per cent 
during the 12 months ended April. Construction 
costs have risen 8 per cent within a year. 


The Bundesbank has adopted a variety of stern 
measures to restrict the supply of credit. Interest 
rates have risen substantially. Last February, a 
Federal Government bond issue which offered a 
yield of 6.386 per cent was not fully subscribed. 
The absence of the Government from the long- 
term bond market in the past few months, de- 
spite continuing budget deficits, is symptomatic 
of the tightness of the German capital market. 
In its annual report for 1959, published in May, 
the Bundesbank appealed to the Federal, state, 
and local governments to re-examine their spend- 
ing plans and reduce their borrowing. 

In the United Kingdom, consumer prices, after 
two years of stability, are edging upwards. In 
many areas labor is in acutely short supply. Or- 
ders in engineering and electrical industries are 
at record levels. The balance-of-payments sur- 
plus has weakened. 


As in Germany, a variety of measures have 
been taken to restrain the boom. In January dis- 
count rate had been raised from 4 to 5 per cent. 
In February government bond prices were al- 
lowed to drop, to penalize sellers. In April new 
measures were introduced to restrict bank lend- 
ing and consumer credit. In mid-June, the Chan- 
cellor of the Exchequer hinted that the govern- 
ment is considering a cut in public spending: 
“The experience gained in the period from Sep- 
tember 1957 to March 1960 suggests that it may 
be practicable without undue dislocation and 
without what the doctors call ‘harmful side-ef- 
fects’ to vary the pace of public investment in a 
way which can usefully help to mitigate the 
evil of alternate booms and slumps.” 


Banks Under Pressure 


One question some observers of the U‘S. 
money market have been —* is whether, 
in light of the failure of boom conditions to 
develop in 1960, Federal Reserve policy earlier 
in the year was not too restrictive. On these 
matters hindsight is always easier than foresight. 
For example, it was not possible to anticipate the 
calming influence of the President's budget pro- 
posals on inflationary psychology, the caution of 
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businessmen in placing orders, and the disap- 
pointments of first quarter retail trade. However, 
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Money Rates and Federal Reserve Member 
Bank Reserve Positions and Deposits 
(«Banking data are monthly averages of daily figures) 
* Excludes deposits due to domestic banks. 


it became apparent in the early months of 1960 
that Federal Reserve policy was having the effect 
of shrinking member bank reserves and deposits 
and unduly impairing their abilities to meet loan 
demands. One special aspect of this restraint, 
felt most acutely by the major money market 
banks, was the Federal Reserve Board’s Regula- 
tion Q which limits the ability of member banks 
to compete with other institutions for time and 
savings deposits. * 

More broadly, of course, the Federal Reserve 
influences the supply of bank loan funds through 
open market operations which add to or subtract 
from member bank reserves. 


The first four months of 1960 brought a sharp 
reduction in open market money rates, cheap- 
ening cost to the Treasury and others of borrow- 
ing in the open market. It also brought a con- 
tinued reduction in member banks’ needs to 
borrow from the Federal Reserve — and hence 
also in the gap between borrowings and excess 
reserves (net borrowed reserves or negative free 
reserves), a figure commonly used as a measure 
of pressure on the banks. Yet, paradoxically, 
there was no improvement in bank lendin 
power. A continuing erosion of the calculat 
money supply (checking account deposits of the 
public at large plus currency outside banks), 
right down through May, gave mute testimony to 
the pressure on the banks. The contraction in 
money supply, which goes back to last summer, 
reflects contraction in deposits. And contraction 
in deposits means diminished bank loans and in- 
vestments, particularly since member banks were 
paying down their borrowings from the Federal 
at the same time. It is the fact of continued 
deterioration in bank deposits, in combination 
with sustained bank loan demands, that has 
explained the continuing tight position of the 
banks and continuing firmness of bank loan rates. 

The drop earlier this year in open market 
money rates did not reflect any easing of pressure 
on the banks; banks were selling investments to 
cover deposit losses and new loan demands. The 
fall in money rates was explained in part by 
some retirement of Treasury bills out of surplus 
tax revenues. More basically the drop reflected 
persistent demands for Treasury bills, and other 
interest-bearing cash equivalents, by domestic 
corporations, foreign accounts, and a miscellany 
of other investors who had been attracted into 
open market investments by the widely adver- 
tised availability of 4 to 5 per cent rates on short 
and intermediate-term U.S. Treasury obligations. 


*For a discussion of Regulation Q see the April 1960 issue of this 
Letter. 

¢Net borrowed reserves, or negative free reserves, are member 
bank borrowings from the Federal Reserve Banks less member 
bank excess reserves. 
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In a word, investors other than banks took con- 
trol of the money market. 


In these circumstances the rise in prices, and 
decline in yields, of U.S. obligations merely made 
it easier for banks to sell investments. And, since 
the sales were made to bank depositors, who 
paid for the securities by drawing down their 
deposit balances, deposits tended to contract 
simultaneously. The reduction in deposits acted 
to reduce cash reserve requirements of the banks, 
but the funds freed in this way were used, with 
encouragement from the Federal Reserve, to cut 
down their borrowings. 


The charts opposite are intended to bring 
out some essential pieces in the puzzle. 


Constriction of Bank Reserves 


There has been a slow decline in net borrowed 
reserves dating all the way back to the ag of 
$557 million in July a year ago. And this led 
some observers to believe that the Federal Re- 
serve has been moving toward a less restrictive 
credit policy, particularly after December when 
net borrowed reserves were still beyond $400 
million. But the gradual reduction in borrowings 
(and hence in net borrowed reserves) was not, 
until April, the result of additional funds sup- 
plied to the monetary system by the Federal 
Reserve but rather of the banks’ sales of invest- 
ments and restraint on loan expansion. 


The third chart shows the contraction of mem- 
ber banks’ total reserves and unborrowed re- 
serves. Unborrowed reserves are the controlled 
amount of reserves which the member banks 
have of their own, free and clear of needs to 
borrow from the Federal Reserve. The supply 
of bank reserves, as usual, was enlarged in De- 
cember to accommodate seasonal pressures, but 
the downward drift of the figures through March 
shows the pressure exerted toward deposit con- 
traction. 


In pursuing this policy the Federal Reserve 
authorities were cognizant of the inflationary 
pressures in the economy as well as of the growth 
in supplies of money-substitutes and credit from 
financial institutions not subject to Federal Re- 
serve jurisdiction. There is the basic question 
whether the Federal Reserve, during restrictive 
phases, does not tend to squeeze its members 
too hard with the effect of putting them at a com- 
petitive disadvantage vis-a-vis other financial in- 
stitutions, whether banks in the formal sense or 
otherwise. In any case, the occasion for a less 
restrictive credit policy opens the opportunity 
for relaxation of the high cash reserve require- 
ments and other special restrictions under which 
Federal Reserve member banks operate. 





Bank Loan Rates 


The reduction in Federal Reserve discount 
rates from 4 to 3% per cent naturally led many 
people to wonder if reductions in bank loan 
rates might not follow. Since September 1959 
the prime loan rate, to commercial borrowers 
of the highest credit, has stood at 5 per cent, 
one point above the former discount rate level. 
While changes in Federal Reserve discount rates 
and the banks’ prime loan rate have frequently 
come close together, there is no automatic rela- 
tionship. Since 1951 the spread between the two 
rates has ranged from one point to 2 points. 
Moreover, changes in prime rate tend to be less 
frequent than in Federal Reserve discount rates. 


The foregoing discussion should help to ex- 
plain why bank loan rates have held firm in the 
ee instance. As a result of the tendency of 

eposits to contract, and of loans to press higher, 
the loan to deposits ratio for all commercial 
banks has moved up to 55 per cent, highest in 
27 years. Many banks, particularly in larger 
centers, have ratios ten points higher than this, 
indeed about as high as seem practicable in light 
of needs for primary reserves of cash, secondary 
reserves of marketable securities, and bonds to 
secure public deposits. In the circumstances 
banks have had no need to cut rates to invite 
in more loans. 


The Budget Situation 


The collapse of the Summit Conference two 
months ago has focused attention on national 
defense and the budget. President Eisenhower's 
January budget message proposed $41 billion 
of expenditure for the Defense Department in 
the fiscal year ending June 30, 1961, plus $4.6 
billion of related national security expenditures. 
This would leave the total on about a par with 
the figures for the preceding two fiscal years. 
A number of people, however, have questioned 
whether this is enough. Senator Henry M. Jack- 
son of Washington suggested increasing the de- 
fense budget by $2 billion; Senator Stuart 
a of Missouri and Governor Nelson 
Rockefeller of New York would raise it by $8 
billion. Taking a more moderate approach, the 
Senate voted, on June 16, to add about $1 billion 
to the President’s figure for new defense appro- 
priations. 

On the other hand, officials directly responsi- 
ble for national defense assert that tempo 
flare-ups in international tensions had been taken 
into account in making up the fiscal ’61 budget. 
Assistant Defense Secretary Franklin B. Lincoln, 
Jr., speaking before the New York Chamber of 
Commerce on June 2, put it succinctly: “For the 
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last ten years the basic tenet of our policy has 
been ‘defense for the long pull’ — a strong, stable 
level of effort to be maintained as far into the 
future as the actions and apparent purposes of 
others may compel us.” The goal is, as President 
Eisenhower said in his May 25 television address, 
“a strength not neglected in complacency nor 
overbuilt in hysteria.” 

Summing up the Defense Department's posi- 
tion on the demands for bigger defense spending, 
Mr. Lincoln said: 

. our conviction [is] that the present defense 
budget structure is adequate. Since the collapse of 
the Paris talks there have been suggestions of heavy 
increases. To yield to such a temptation could, 
in effect, play into the Russians’ hands for they 
would like to stampede us into insolvency. 
Whatever the outcome of the discussions 

about defense spending, the uncertain outlook 
would seem to call for restraint in other expendi- 
tures. Congress, while disposed to cut foreign 
aid, is disinclined in an election year to curb 
domestic spending programs or to protect the 
revenues. Thus, although Congress is complying 
with the request to extend the 52 per cent cor- 
porate income tax for another year beyond July 
1, along with certain excise taxes, the President's 
requests for a $554 million increase in postal 
rates, a higher tax on aviation gasoline, and a 
new jet fuel tax have found little support. Mean- 
while, apart from action Congress may or may 
not take, more competitive business conditions 
have put pressure on profit margins this year and 
may prevent the fiscal ’61 revenues from reaching 
the $84 billion figure estimated last January. 

In face of these pressures it will take de- 
termined action by the President and responsible 
members of Congress to protect the planned 
$4.2 billion fiscal ’61 surplus for use as a reserve 
to finance any needed increase in defense out- 
lays, to permit debt retirement, or to allow a 
start on badly needed general tax reforms. 


“Civilian”? Spending Proposals 

The most striking budget development this 
year has been the drive for billions of dollars of 
new “civilian” expenditures beyond the Presi- 
dent’s proposals. No one would think that we 
are just emerging from the $15 billion of deficits 
connected with the 1958 recession and could use 
a few surpluses to make up for them. The as- 
sumption seems to be that increased federal 
spending is preferable. Yet no one has demon- 
strated overriding necessity for costly new fed- 
eral spending programs and many people have 
doubts as to their wisdom regardless of cost. 

Bills for federal aid to education, before both 
the Senate and the House, are examples. The 
Senate bill includes aid for teachers’ salaries 


and has a two-year price tag of $1.8 billion; the 
House bill, to assist in school construction, 
would cost $1.8 billion over a four-year period. 
Both of these bills challenge the American peo- 
ple’s traditional stand against giving the Federal 
Government opportunity to control education. 

Another controversial area is the spate of new 
proposals for a federally financed health insur- 
ance program for the aged. Estimated costs of 
such proposals range widely but the figures run 
into the hundreds of millions or billions of dol- 
lars a year. The Forand bill would charge a new 
health insurance program for the elderly to the 
Social Security trust fund outside the budget, at 
a cost figured to run anywhere from $1 to $2 
billion the first year. The Administration put 
forth an alternative proposal which would cost 
$1% billion the first year of complete operation, 
with the cost divided between the states and 
the federal budget. The House approved a 
more modest plan with a $325 million first-year 
cost, shared between the states and the federal 
budget. 

Back in 1949, the Truman Administration pro- 
posed a compulsory national health insurance 
program for everyone but the proposal received 
very little support in Congress and never came 
to a vote. Since 1949 the percentage of the U.S. 
civilian population covered by some form of 
private health insurance has risen from 45 to 
72 per cent. The percentage of people over 65 
having some health insurance protection has 
risen from under 25 to about 50 per cent; by 
1965 about 70 per cent of social security recipi- 
ents are expected to have private health insur- 
ance. In view of these figures, the question is 
whether the Federal Government should enter 
a vast new area without more study and con- 
sideration than has been possible this year. 


Government Pay Increase 

One proposal for increased federal spending 
treads a well-worn path. A bill passed by the 
Congress would grant an across-the-board 7% per 
cent pay increase to 1,570,000 federal employees, 
including post office workers, at an estimated 
cost of $746 million a year. This would be the 
eighth salary increase for classified government 
employees in the past 15 years, the last one of 
10 per cent only two years ago. House Post 
Office and Civil Service Committee Chairman 
Tom Murray of Tennessee joined Congressman 
August Johansen of Michigan in objecting vigor- 
ously to the measure, saying that such stat 
increase would be “unjusti 


ed, unfair, and rep- 
resents fiscal irresponsibility.” 

Chairman Murray and Congressman Johansen 
asserted that the proposed increase would create 
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new distortions and inequities in the postal field 
service and rural carrier classification. Observing 
that regular postal clerks and carriers earn 
$2.31% an hour, they said that a Bureau of La- 
bor Statistics survey in 1959 in 31 areas of the 
United States showed an hourly rate of pay of 
$2.20 for an industrial worker. And industrial 
workers do not have the same security of em- 
ployment and fringe benefits that government 
employes enjoy. Replying to arguments for 
higher pay based on personal need and desire 
for an “acceptable standard of living,” the two 
Congressmen said: “In our American economy 
the pay of the individual is based on his contri- 
bution to our economy and not on the way of 
life that he would like to have.” They con- 
cluded: 


The only sound and justifiable basis for setting 
Federal salaries is their comparability with rates 
paid for similar work in private industry ... We 
cannot in the Federal Government succumb to a 
wage fixing policy based on personal need... . 
Followed to its logical conclusion, a system of pay 
based on need would necessitate paying one rate 
for single men, another for married men, and a 
variety of other rates for employees having differ- 
ent numbers of dependents. 


Periodic raises in government pay, and also in 
the federal minimum wage now under discus- 


sion, show how the Government itself has be- 
come committed to wage spiraling. It is natural 
for government employees to expect adjustments 
which other groups are receiving, though the 
percentages involved are hard to justify from the 
standpoint of labor productivity. This is a time 
when the Federal Government, in the interests 
of curing the inflation disease, should set an ex- 
ample of restraint. 


“Emergency” Spending Legislation 

Some “civilian” spending bills have been justi- 
fied on the basis of “emergency” needs of the 
economy. The President vetoed one such meas- 
ure, a $251 million bill to finance federal aid 
to depressed areas, some $198 million more than 
he had requested. In his veto message, the 
President pointed out that he had urged such 
legislation for five consecutive years but could 
not sign a bill that would “squander the Federal 
taxpayers’ money where there is only temporary 
economic difficulty” and would give Federal 
money to “areas that don’t need it — thus pro- 
viding less help for communities in genuine need 
than would the Administration’s proposal.” 

So great is the pressure for spending the an- 
ticipated surplus revenues that some legislators 
have proposed an Emergency Home Ownership 
Act of 1960, although the emergency consists 
only in the presumed fact that outlays for hous- 


ing this year may be no better than second 
highest in the nation’s history. This, one of three 
housing bills before the Congress, would author- 
ize the Federal National Mortgage Association to 
buy $1 billion of mortgages to stimulate home 
building, on the pattern of the Emergency Hous- 
ing Act of 1958 which included a similar mort- 
gage purchase program as an anti-recession meas- 
ure. But there is no recession this year. 


It is hard to escape the conclusion of Congress- 
man Edward Derwinsky of Illinois: 


The only emergency there can possibly be is the 
emergency that would be created if the fiscal 
soundness of our Government were undermined by 
the passage of legislation that would add billions 
to spending. We must evaluate this so-called 
emergency housing bill upon a basis of the whole 
legislative picture. This bill, along with the other 
spending proposals that are pending, would add 
billions to the budget. The adoption of this 
measure would open the flood gates of Federal 
spending. 

Another big-spending bill, the Standby Anti- 
recession Act of 1960, introduced by a group of 
six Senators, is addressed to future “emergen- 
cies.” This one would automatically trigger some 
$3 billion of federal spending whenever unem- 
ployment, seasonally adjusted, had risen for six 
consecutive months and had reached a level 
of at least 5 per cent of the civilian labor force. 
The spending that the bill would authorize in- 
cludes $1 billion mortgage purchases along 
the lines of the Emergency Housing Act, $1 
billion to speed up already authorized federal 
public works and $1 billion for loans to finance 
state and municipal public works. Critics have 
noted that if this law had been in effect durin 
the 1958 recession, such added spending woul 
not have become effective until after the re- 
cession had touched bottom. 


The Sound Approach 


It is time for — to recognize the dan- 
gers that lurk beneath the surface appeal of new 
spending proposals. Fortunately, there is grow- 
ing opposition to the more extreme spending 
measures, buttressed by the President’s willing- 
ness to use his veto power to protect the planned 
budget _— Many Congressmen feel that a 
period of heightened international tensions is 
no time to embark on vast new programs of non- 
defense spending. There is widening awareness 
that the surest way for us to lose our place in 
the world would be to spend to the hilt. Extrava- 
gant government expenditure inevitably leads 
to crushing taxation or inflation. This could only 
hurt the strength of the nation which rests on 
the hard work and ingenuity of our people, on 
willingness to bear an excessive tax burden, and 
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on our ability to keep the dollar sound as an 
anchor of stability in an uncertain world. 

President Eisenhower gave the prescription for 
constructive budget action in a special message 
to Congress on May 3: 

For America’s sake, we must resist the tempta- 
tion, this year or any year, to overspend the tax- 
payer's hard-earned dollars and overcentralize re- 
sponsibilities in the Federal Government. If we 
fail in this, we will weaken our hope of ever con- 
trolling Federal extravagance and will indefinitely 
postpone debt retirement and tax relief. At the 
same time we will debase our currency, invite the 
resurgence of inflationary forces, undermine local 
and state responsibility, and thus erode away 
America’s strength at home and in the world. We 
should avoid preemption of state and local func- 
tions and take genuine national need rather than 
glittering desirability as our guide in Federal 
expenditures. 


Taxation of Corporate Dividends 


There is widening appreciation that federal in- 
come tax rates need to be reformed if the nation 
is to be oriented more strongly toward encour- 
agement of industry and maintenance of leader- 
ship in an increasingly competitive world. Chair- 
man Wilbur D. Mills of the Ways and Means 
Committee has suggested that personal income 
tax rates could be cut sharply, and without loss 
of revenues to the Treasury, by closing so-called 
tax loopholes and thus enlarging the base of tax- 
able income. For example, if twice as much in- 
come got taxed, income tax rates could be cut 
in half. Extra effort to earn taxable income 
would be more rewarding. 

Another, more fundamental, approach would 
be to put more of the burden of taxation on 
consumption, as other countries do, and thus 
permit easier taxation on work and the earning 
of income. 

The trouble with closing income tax “loop- 
holes” is that each of them has some justifi- 
cation on grounds of equity to the taxpayer. Tens 
of billions of dollars escape taxation through 
exemptions of classes of income and classes of 
recipients. The amount of tax-exempt income, 
passed out by government itself, grows year 
after year. In this the interest on state and local 
government bonds is a minor factor, less than 
$2 billion. At least ten times bigger are social 
security and welfare Saat which the bene- 
ficiary receives free from income tax liability. 
The $600 personal income tax exemption spares 
$100 billion from federal income taxation. 
Where extra exemptions apply, an energetic big 
family can develop sizable aggregate earnings 
and still escape income tax liability. Corpora- 
tions, associations, and other legal entities quali- 
fying as not-for-profit grow more numerous and 





extensive, encouraged by exemption from cor- 
porate income tax. 

Against this background, it is surprising but 
true that recent legislative action to enlarge 
federal revenue aims at what is already the most 
highly taxed form of income in the country — 
corporate profits paid out in dividends. 


The Tax Credit Controversy 

The corporate income tax rate has been sched- 
uled to drop from the emergency level of 52 
per cent put in force during the Korean War 
down to 47 per cent but the change has been 
postponed year after year. On June 20, in voting 
to extend the 52 per cent rate still another year, 
until June 380, 1961, the Senate narrowly voted 
to repeal the 4 per cent tax credit against divi- 
dend income, permitted under the Revenue Act 
of 1954. It remains to be seen, at this writing, 
whether the House of Representatives will go 
along with repeal of this provision of law. Those 
who favor repeal have characterized the pro- 
vision as a serious loophole, an evasion of just 
tax liability, and a gift to the rich. To others it 
is a simple, and small, measure of relief from 
inequitable and oppressive double taxation of 
the same income. 

The Senate failed to approve a related pro- 
posal that corporations should become respons- 
ible for paying some percentage, like 20 per 
cent, of personal income tax on behalf of the 
shareholder. In other words, the corporation 
would pay over to the Internal Revenue Service 
20 per cent of dividends declared, the share- 
holder would get 80 per cent and take credit 
for the 20 per cent on his tax return. As with 
his wage or salary, he would declare as income 
money he does not receive, but he would sub- 
tract the amount withheld from his calculated 
tax liability in figuring out what to pay or claim 
as a refund. 

It is frequently charged that many recipients 
of dividends, and interest too, do not fully or 
invariably report this income on their tax returns. 


Remedies for Double Taxation 

Dividends received by shareholders come out 
of earnings on which the corporate profits tax 
has already been paid. When personal income 
tax is levied on a shareholder’s dividends, it is 
just so much extra tax. He is being taxed twice 
on the same income. There is a measure of relief 
provided by the dividends received credit and 
exclusion. This allows any taxpayer to receive, 
free of double taxation, $50 a year dividends 
from domestic corporations. It further allows, 
subject to some complicated restrictions, deduc- 
tion from personal tax liability of 4 per cent of 
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dividends of domestic corporations beyond $50 
a year. It is this 4 per cent dividends received 
credit which the Senate has voted to repeal. 

During the first 23 years of federal income 
taxation in the United States, 1913-35, dividends 
were exempt from the “normal” tax and subject 
only to “surtax.” This mitigated double taxation. 
The dividends received credit in the Revenue 
Act of 1954 represented a new approach to re- 
lieving double taxation, one paralleling the Cana- 
dian method, where a 20 per cent credit is al- 
lowed the taxpayer. The original proposal in 
1954 was that 15 per cent credit be allowed here. 
In the furor over “giveaways to rich people” this 

ot watered down to 4 per cent in the final legis- 

tion. The dividends received credit has been a 
bone of political contention ever since. 

Many critics of the dividends received credit 
have wanted to require withholding of some 
percentage of corporate dividend payments. 
This idea, which the Senate rejected, would rep- 
resent an adaptation of the British method of 
integrating corporate and personal tax rates — 
but without giving credit for the present heavy 
taxation of corporate profits. In the United King- 
dom the individual can take credit for the 38% 
per cent “standard” rate of tax paid by the 
corporation on dividend disbursements. 

The changes in dividend taxation have been 
opposed by investors and the financial com- 
munity because of the increase in effective tax, 
by corporations and banks because of the costly 
additional work involved, and by tax-free share- 
holders because of the problems raised for them 
of seeking tax refunds. 


The Total Tax Now 

Integration of the corporate and personal in- 
come taxes can be accomplished by many al- 
ternative formulas. But any consideration of 
change in the system should start from an under- 
standing of where the effective combined tax 
rates now stand. It is well, too, to compare notes 
on what effective rates other nations impose on 
corporate profits disbursed in dividends — that 
is to say on individuals joining together in the 
corporate form of enterprise and distributing the 
profits as dividends in proportion to share owner- 
ship. 

in the United States corporate profits beyond 
$25,000 are taxed at 52 per cent. This rate ap- 
plies to profits whether destined to be plowed 
back in the business or paid out as dividends to 
shareholders. Current legislation focuses on tax- 
ation of profits distributed as dividends, but it is 
worthy of more than passing attention that our 
52 per cent corporate tax rate, applicable to un- 
distributed profits, is about as high as such rates 


81 


go in the world. The rate on undistributed profits 
is 51% per cent in the United Kingdom and at 
least moderately lower in most other industrial- 
ized countries. 
Taxation of Undistributed Corporate Profits by 
Central Governments 


United States (on profits beyond $25,000) 
United Kingdom (standard rate plus profits tax) 
Germany 
France 


Canada (includes 3 per cent for old age security 
contribution) 


Netherlands (on profits beyond Fi. 50,000, 
equivalent to $18,150) 


Japan (maximum corporate tax) 38 
Italy (maximum base rate) 21.938° 


*In addition, there is a 15 per cent tax on profits in excess of 
6 per cent of taxable assets. 


In years past, proposals have been offered for 
taxing undistributed profits more heavily, so as 
to force more corporate profits to be disbursed 
in dividends which go through the personal in- 
come tax wringer. The trouble is that this runs 
up against the | eres fact that undistributed 
profits provide the principal means whereby suc- 
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61 
50 
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cessful corporations grow, enlarge their stocks of 
risk capital, and, along with depreciation allow- 
ances, finance renewal and enlargement of plant. 
This is vital to provide jobs for young people 
joining the labor force; it often requires $15,000 
capital investment to provide room and equip- 


ment for a single additional workman. 
Distributed income gets hit harder, being taxed 
to the recipient as well as to the corporation. The 
general effect of the dividends received credit 
is to shave personal income tax rates on the 
dividends from a range of 20 to 91 per cent to 
a range of 16 to 87 per cent. Even so, corporate 
rofits paid out in dividends remain the most 
Peavil taxed income dollars. The table shows 
how the compounding of corporate and personal 
taxation gives a 62.6 per cent effective rate of 
tax for a person in the $4,000 to $6,000 tax 
bracket, 68.3 per cent for a person in the $10,000 
to $12,000 income tax bracket, and on up to 93.8 
per cent in the bracket beyond $200,000. 
Federal Income Taxation of $1,000 
Corporate Profits* Paid Out in Dividends 


Personal Income Tax Bracket of Recipient 
Tax Computation $4,000 $10,000 $50,000 $200,000 


Profits before tax $1,000 $1,000 $1,000 $1,000 
Corporate income tax — 6520 520 520 520 
Profits after tax, paid out 
in dividends 480 480 
Personal income tax+—— 182.40 860.00 
Div. re’d, eredit (4%) t— 19.20 19.20 
683.20 860.80 





480 
124.80 


480 
436.80 
19.20 


937.60 


Total tax, corporate plus 
personal, after credit. 


Tax Rates (per cent) 
Corporate tax a 52. 
Personal tax+...______- A 38. 
Dividends received creditf. 2 4. 
Total effective rate 68.3 


*Corporate profits beyond $25,000, taxable at 52%. 
Added tax on additional income, 
Tionasing exclusion allowed on first $50 of dividend income. 


2. 
5. 
4, 
6. 
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There should be some reasonable limits to the 
taxation applied to corporate profits paid out in 
dividends. The total effective rates shown, run- 
ning from 62.6 per cent to 93.8 per cent, are 
assuredly very high rates of taxation in the ab- 
solute sense. Congressman Thomas B. Curtis of 
Missouri, who has called the double taxation of 
dividends “one of the most glaring inequities in 
our federal tax policy,” points out that it tends to 
discourage payment of dividends and hence sub- 
jection of income to the personal rate structure, 
with incident loss of revenue. Describing the 
present dividends received credit and exclusion 
as “only a beginning toward correcting the dis- 
criminatory condition,” the Congressman em- 
phasizes the need for a more equitable distribu- 
tion of the tax burden to “provide added incen- 
tives for investment in America’s privately owned 
industries.” 


Another consideration which Congressman Cur- 
tis has pointed out is the way that double taxation 
of dividends encourages business financing by 
bond rather than stock issues, bond interest being 
exempt from double taxation. Scarcities of new 
stock offerings may contribute to rising stock 
prices and give paper profits to shareholders. But 
this does not put additional equity capital at the 
disposal of American industry. 


Taxation Abroad 


Other countries are generally less avaricious 
in taxing corporate profits distributed as divi- 
dends. The United Kingdom, often regarded as 
the most heavily taxed nation on the globe, taxes 
corporate dividends more lightly than we up to 
a taxable income level of £4,000 ($11,200), 
about the same from that point on up to £8,000 
($22,400), more heavily on up to the equivalent 
of $90,000 ( 232,143), and again more lightly 
beyond that point. The comparison of effective 
tax rates with the United Kingdom is portrayed 
on the accompanying chart. 


It is worthy of passing comment that, if the 
dividends received credit were to be repealed, 
the British taxes would definitely exceed ours 
only in the personal income tax brackets from 
$28,000 to $70,000. 


Also shown in the chart is the decidedly more 
reasonable Canadian structure. In Canada, as 
already mentioned, the shareholder is allowed 
to reduce his personal income tax by 20 per 
cent of the amount of dividends received. 


In the United Kingdom the shareholder gets 
credit for the 38% per cent standard rate of tax 
~ by the corporation though he must declare 

is proportionate share of the dividends before 





US. 


U.K, 


- i " . [@) 
* 8 3g 
sh m= > 
Taxation of One Additional Dollar of Distributed 
Corporate Profits as Related to Personal 
Income Tax Bracket of Recipient 
(Logarithmic scale for personal tax brackets) 

Note: The rates shown for Canada assume that the special 
4 per cent surtax on investment income takes effect for taxable 
incomes in excess of $15,000. 

Sources: Computed from data in official documents of U.S. 
Treasury Department, Canadian Finance Minister’s Budget 
Papers, Canadian Almanac and Directory for 1959, Chancellor of 
the Exchequer’s Financial Statement (1959-60 and 1960-61), and 
Harvard Law School’s Taxation in the United Kingdom. 





the corporate tax. This practically eliminates 
double taxation of corporate dividends for people 
with no more than £2,000 ($5,600) of taxable 
income. 
Something to Think About 

Credits for corporate taxes paid should not 
be a matter of political controversy. President 
Franklin D. Roosevelt in 1936 suggested that 
“the aim, as a matter of fundamental equity, 
should be to seek equality of tax burden on all 
corporate income whether distributed or with- 
held from the beneficial owners.” The simplest 
approach to this objective would be, as some 
students have suggested, to make dividends de- 
ductible on the corporate income tax form just 
as interest is at present. Thus profits distributed 
as dividends would be taxed solely under the 
personal income tax structure and the undis- 
tributed profits would be taxed at an undistrib- 
uted profits tax rate. What the late President 
had in mind was somehow applying person- 
al tax rates to undistributed profits but this 
would run into practical objections some of 
which have been mentioned earlier in this article. 





Those who want to tax dividends still more 
heavily, and way beyond levels generally pre- 
vailing abroad, have some questions forthrightly 
to answer. What type of society do they seek? 
Is it wise to kill the goose that lays the golden 
eggs? Cooperative or eleemosynary “not-for- 
profit” ventures may thrive but they cannot and 
do not pour out the tax revenues that an expen- 
sive government establishment demands nor sup- 
ply the infinite variety of products that people 
want. It takes capital to build industry and it 
takes profits‘to develop and enlarge the capital 
supply. We should not give up in the ideological 
contest and, suppressing private capital forma- 
tion, require government forcibly to extract es- 
sential savings from the people. After all, it is 
profit-seeking enterprise which is the very foun- 
dation of our economy, the source of the living 
standards we enjoy, and the driving force behind 
the economic growth everyone wants. 

As President Cathrine Curtis of the Women 
Investors Research Institute stated at the annual 
meeting of stockholders of the Sinclair Oil Com- 
pany: “Our country lives on profits. There would 
be no business — there would be no Government 
unless we had profits to pay taxes to support that 
Government.” 


Depreciating Money 





On several occasions in the past, we have pub- 
lished tables showing the depreciation of money 
over recent years here and abroad.° These tabu- 
lations have evoked so much interest that we 
present another, for thirty-five countries over 
the decade ended 1959. The shrinkage of curren- 
cies is measured from the rise in official cost-of- 
living or consumer price indexes. The ten-year 
span is subdivided into two five-year periods. 

Portugal, Switzerland, and Ecuador, as in our 
previous tabulation for 1948-58, continue to be 
among the countries with the best records, Ecu- 
ador providing a rebuttal of the idea that eco- 
nomic development requires inflation. In Ger- 
many, rising price pressures have recently be- 
come more apparent but the ten-year experience 
of only 1.2 per cent per annum deprecfation is 
still among the best in the world. 

In the United States, the rise in consumer 
prices has been retarded since 1954, paring the 
annual rate of dollar shrinkage for the decade to 
an even 2 per cent. The record in Canada is 
rather similar. Among other industrialized na- 
tions, the progress of inflation has been decisively 
curbed in Japan, Italy, the Netherlands, and the 


*See the September 1959, June 1958, and December 1956 issues 
of this Letter. 
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United Kingdom, although rates of currency de- 
preciation for this group of countries over the 
ten years still range from 2.7 to 4.1 per cent. In 
France, where the annual rate over the decade 
works out to 6 per cent, the benefits of President 
de Gaulle’s reforms do not clearly show on the 
record up to 1959 since they involved removals of 
cost-of-living subsidies that concealed what was 
happening to the franc. 


In nine of the thirty-five countries, the shrink- 
age in the value of money over the decade aver- 
aged between 6 and 8 per cent a year; in six 
others, beyond 10 per cent. In all these cases 
efforts have been or are being made, usually 
with the aid of international institutions, to re- 
strict government spending and overabundant 
money supplies. Sometimes these efforts have 
done no more than keep inflation from running 
completely out of control and reducing money 
iu worthlessness. In other instances, as in Aus- 
tria and Greece, they have succeeded in sharply 
reducing the rate of shrinkage of money. In still 
other cases, as with such Latin American coun- 
tries as Argentina, Chile, Colombia, and Peru, 
the record of the 1949-59 decade shows the back- 
ground of inflation which stabilization programs 
are resolutely combatting with good promise of 
success. 


Depreciation of Money 


Annual Rate of 
Indexes of Value Depreciation 
of Money (Compounded) 

1949 1954 1959 °49-'54 "54-59 °49-"59 
Portugal 100 —0.6% 1.5% 0.5% 
Switzerland 100 ¢ 0 
Germany 100 
E d 100 
Venezuela 100 
Belgium 100 
Pakistan ——— 100 
eS 
United States ... 100 
Canada ................ 100 
DR «ces 38 
DOOR <cunutmmnions We 
Netherlands ~~... 100 
South Africa —.... 100 
D k 100 
United Kingdom . 100 
Sweden —_._....... 100 
Norway 100 
New Zealand —. 100 
re 
FORGO cnn 100 
Greeee aw 188 
DIO ccm, VD 
Finland . 100 
Australia 100 
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Note: Dep puted from unrounded data and meas- 
ured by reciprocals of official cost-of-living or consumer price 
indexes. 
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